Independence Standards Board
Minutes
Meeting of November 19, 1999
Public Session
A public meeting of the Independence Standards Board (“ISB” or “Board”) was held on
November 19, 1999 at the New York Office of the AICPA. In attendance were:

Board Members
William T. Allen, Chairman
John C. Bogle
Stephen G. Butler (by phone)
Robert E. Denham
Manuel H. Johnson
Philip A. Laskawy
Barry C. Melancon
James J. Schiro
Others Present by Invitation
Arthur Siegel, Executive Director, ISB
Christine D. Bricker, ISB Staff
William J. Cashin, Jr., ISB Staff
Susan McGrath, ISB Staff
Richard H. Towers, ISB Staff
Robert K. Elliott, Chairman, AICPA
Richard I. Miller, General Counsel and Secretary, AICPA
W. Scott Bayless, Associate Chief Accountant, SEC
Robert E. Burns, Chief Counsel, Office of the Chief Accountant, SEC

Chairman Allen noted that a quorum was present and called the meeting to order at
approximately 10 AM.
Research on Views of Selected Individuals

Bruce Anderson of Earnscliffe Research and Communications, who is the Research
Director for the Board’s Survey of Attitudes of Selected Key Groups toward Auditor
Independence, reviewed for the Board the final results of the survey, as a follow-up to
his preliminary report last month.
A copy of the Earnscliffe
(www.cpaindependence.org).

Report

is

available

on

the

Board’s

website

Employment with Audit Clients

The Chairman then asked Susan McGrath of the ISB staff to summarize the draft
Exposure Draft (ED) on Employment with Audit Clients. Ms. McGrath pointed out, as
had previously been decided by the Board, that the ED provides for a “safeguards” versus
a “cooling-off” period approach, and noted that the safeguards method was strongly
preferred by the respondents to the DM, as well as by the participants in the Board’s
Earnscliffe Survey. As previously agreed, the safeguards would operate on a “dualtrigger” basis, focusing on both the position vacated at the firm and the new position
accepted at the client. The ED also provides a procedure for the settlement of obligations
to partners. (The case of a firm partner or staff member becoming a non-employee
director of an audit client is specifically excluded from this proposed standard.)
In response to a question from the Chairman about the SEC’s current position on the
matter, Mr. Bayless of the SEC staff noted that a 1994 SEC Staff Report to Congress
favored a two-year “cooling-off” period if certain conditions were met, however, it was
ultimately agreed that no current SEC regulations exist in this area. Mr. Bayless said the
SEC staff would “give no comfort” to firms concerning this matter.

Ms. McGrath advised the Board of two modifications to the proposed standard since it
was last reviewed. First, the firm must assess the need to employ safeguards when any
firm professional joins a SEC audit client within one year of leaving the firm. Second,
when a former firm partner joins a firm audit client, all capital balances and similar
financial interests between the firm and the former partner must be settled in full
regardless of the amount of time that has elapsed since the partner left the firm. In
addition, retirement benefits must be settled in full whenever a partner joins an audit
client within two years of his or her departure from the firm; or when benefits are not
both de minimus to the firm and fixed as to amount due and expected timing of payment.
Mr. Denham noted that the costs of a “cooling-off” period were “simply too high,”
interfered with employment decisions and recruiting talent, and could be mitigated by
well-crafted safeguards. Mr. Laskawy pointed out that a principal job of the large firms
is to act as a training ground for clients in need of internal support, and that there is no
evidence of a problem in the current situation. In a brief discussion of the COSO Report,
Mr. Denham noted that the indicated level of problems attributed to the employment with
audit clients situation was about what one would expect to occur by chance, given the
number of former audit professionals working in sensitive positions at clients.

The Board then turned to a discussion of the payment of retirement balances, and
included such considerations as: whether the balances were fixed or variable, funded or
unfunded; the size, and “health,” of the firm; the materiality of the balances to the firm;
and, the amount of time that may have passed since the professional left the firm.
As the discussions were concluding, Mr. Denham asked if the Board would make an
exception to the payout requirements for funded defined benefit plans. The Chairman
requested a vote to issue the ED, subject to the Board Oversight Task Force’s
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recommending a proposed resolution of Mr. Denham’s question to the full Board, with
each member then indicating his concurrence by e-mail. Upon motion duly made and
seconded, the Board voted unanimously to issue the ED, subject to any change as noted
above.

Mutual Funds

The Chairman asked Bill Cashin of the ISB staff to review the Summary of Comments
Received Report on the ED, including the related staff recommendations. Mr. Cashin
noted that the 45-day comment period which ended October 31, 1999 drew 11 responses,
including those from TIAA-CREF, The Investment Company Institute, The AICPA’s
Professional Ethics Executive Committee and the “Big 5” accounting firms. The
comments received indicated a general belief that the proposed proscriptions were too allencompassing in certain areas where the perceived threats to independence were
negligible, since the persons proscribed were not in a position to influence the audit.
Mr. Cashin then reviewed the staff’s three proposed changes to the draft Standard.
First, the “partners and managerial employees in a work office” restrictions were
removed, other than with respect to the audit engagement team and the chain of
command. Second, the Glossary definition of “chain of command” was revised to say
“those in a position to supervise or…,” and at the end of the definition a “small office”
caveat was added. Also, a new paragraph was added to the “Basis for Conclusions” to
describe that those in the chain of command with management responsibility for the
relevant activity are subject to the restrictions of the Standard, whether or not they
participate in the audit, while those in a less direct role, such as consultants, may be
“recused” and therefore made not subject to those restrictions, if they are not, and will not
be, involved in the audit.

The ISB staff believes these proposed changes will more precisely align the proposed
restrictions and safeguards with the independence threats, as well as not unnecessarily
proscribe those not in a position to influence the audit. The changes would also more
closely coordinate, to the degree appropriate, this standard and the one in process on
Family Relationships.
Third, the staff proposed deleting the term “sub-adviser” from the footnotes to the
Standard and, instead, adding to the Glossary definition of “investment adviser” the
following sentence: “When a ‘sub-adviser’ acts in the overall management role of an
investment adviser with respect to a fund, it is to be considered the same as an investment
adviser.” Mr. Cashin pointed out that many consider sub-advisers are essentially service
providers to a fund who work on behalf of investment advisers on a sub-contract basis to
lend their expertise to the portfolio management function.

A discussion ensued, and Mr. Bayless of the SEC staff raised questions as to whether
restrictions were needed in the event an illegal preferential dividend occurred within the
mutual fund complex. He also questioned the proposed Standard’s impact if there were
improper valuations at smaller funds. The Board considered these issues and concluded
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that the focus and restrictions are appropriately on firm partners and employees who are
on the audit engagement team and those in a position to influence the audit, and that the
Standard is appropriately restrictive to protect the public interest and be responsive to the
threats that were envisioned, while not imposing restrictions on those other individuals
and plans where the Board believes the risks are minimal.
The Chairman noted that the Board’s consensus appeared to be not to change the ISB
staff’s recommendations in the Summary of Comments Received Report and requested a
vote to issue the Standard with the revisions described above. After discussion, upon
motion duly made and seconded, the Board voted unanimously to authorize the issuance
of ISB Standard No. 2 on Mutual Funds.

Family Relationships

The Chairman next asked Rick Towers of the ISB staff to review the Summary of
Comments Received Report, the related Board Oversight Task Force and ISB staff
recommendations, and the standard section of a draft ED on the Family Relationships
project.
Mr. Towers pointed out two major changes in the draft ED compared to the ITC. First,
subject to the Board’s approval, guidance on employment-related financial interests
would be included. Second, the draft ED would recommend “Alternative A,” in which
non-involved partners and managerial employees in a work office would be restricted,
but less so than those “on the engagement.” Also, “Alternative A” has been modified by
carving out of “on the engagement” those individuals providing solely non -audit services
to the client, and separately restricting them.
Mr. Towers then reviewed the major changes proposed compared with the current rules.
Both Alternatives A and B make major changes as to family members of partners outside
a work office, and no longer automatically prohibit client employment at certain levels or
the holding of employer-sponsored benefit plan financial interests. In addition, in all
cases in which “Alternative A” is less restrictive than “Alternative B,” this would require
a change from the current rules by either the AICPA or the SEC. The proposal is more
restrictive, in several minor ways, than the old rules, and some limited “grandfathering”
provisions are included.
Mr. Towers pointed out the prohibitions in the draft standard, as well as those situations
in which consultations are required. Mr. Denham recommended that the term
“underwriter” in the definition of “key position” be changed to “investment banking
services” for clarity. The Board then discussed other related terms and definitions. Mr.
Towers noted that, given the need for audit firms to have the appropriate monitoring
systems in place for this complex project, the proposed effective date is for audits of
financial statements for periods beginning after December 15, 2000.
At this point, the Chairman asked Susan McGrath of the ISB staff to review the
highlights of “Alternative B” to facilitate comparison of the proposals. Ms McGrath
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indicated that “Alternative B” received significant support in the comment letters to the
ITC, including several that proposed even stronger restrictions. This alternative is also
simpler, and therefore would be easier to understand and apply consistently. Finally,
some argue that it more effectively protects the public interest.

The Board then deliberated on the matter, and, at the Chairman’s request, Mr. Siegel
clarified the “financial interests” aspects of the project and noted that the risks are
remote, but that the proposal does deviate from current AICPA guidance in certain
respects. The Chairman also noted his preference for replacing “should” in the document
with “shall,” or “must.”
Mr. Bayless of the SEC staff then expressed his concern regarding paragraph 7.B.(1.) of
the draft Standard, which requires formal consultation when firm partners and staff not on
the engagement have a close relative in a key position at a client. Mr. Bayless believed a
stronger safeguard was more desirable than consultation, and several Board members
concurred. The Chairman suggested that a non-exclusive list of “prohibited” positions,
where consultation would not be permitted as a safeguard, be developed. Mr. Denham
recommended that the positions of Chief Executive Officer, Chief Financial Officer,
Comptroller and Chief Accounting Officer be included on the list.
(At this point, approximately 1:20 p.m., the meeting adjourned for lunch, and
deliberations resumed at about 2:10 p.m.)
Mr. Siegel noted that, with a “prohibited” list, “Alternative A” becomes much closer to
“Alternative B,” and Board members agreed. The Chairman instructed the staff to
modify “Alternative A” to address prominent positions within the audit client, and the
Board then voted unanimously to authorize the preparation of a complete ED on Family
Relationships, subject to the modification noted.

Legal Services
The Chairman asked Rick Towers and Bill Cashin of the ISB staff to provide an update
on the status of a DM for Legal Services.
Mr. Towers noted that Legal Services is a highly controversial area, and that the project is
further complicated since there is some degree of inter-relationship with the separate
major project on Practice Structures. Several drafts of the DM have been discussed at
meetings of the Project Task Force, which includes practicing attorneys, and comments
have also been received from the SEC staff.
Mr. Towers noted the proposed 90-day comment period (ending February 29, 2000) for
the DM. The next major report to the Board would be at the May 2, 2000 meeting, with a
review of the Summary of Comments Received Report, the recommendations of the
Board Oversight Task Force, and a request for authorization to issue an ED. The
proposed target date for the issuance of a final standard would be the winter of 2000.
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Mr. Cashin indicated that the basic question posed is, “under what circumstances, if any,
may an audit firm provide legal services for an SEC audit client without impairing its
independence?” Legal services are defined restrictively as “those services that may only
be provided by someone licensed to practice law.” He also noted that, since legal
services are currently provided to audit clients outside the U.S., the issue will remain,
whatever the results of the American Bar Association’s Multidisciplinary Practice
Project.

Among the potential threats to auditor independence that are analyzed are advocacy roles,
which may be incompatible with independence, attorney-client privilege compared to the
auditor’s need for public disclosure, and the performance of management roles, which
could lead to the potential for self-review. The DM describes several possible
safeguards, including the use of different service entities, and hence the connection to the
Practice Structures project.
The DM also includes a suggested range of possible criteria by which independence
standards could be set, arguments for and against auditors providing legal services, and
suggested resolutions for transition issues. The DM concludes with a series of questions.
The Board proposed some changes and, subject to them, voted unanimously to authorize
the issuance of a DM on Legal Services for a 90-day comment period ending February
29, 2000.
Interpretation of ISB Standard No. 1

Mr. Siegel noted that a question has arisen with respect to the applicability of ISB
Standard No. 1 to cases in which subsidiaries of SEC registrants are audited by a firm
other than a member of the primary auditor’s firm. (In these cases, the primary auditor
may choose to confirm the independence of the secondary auditor as to AICPA, SEC and
ISB auditor independence rules.)
Mr. Siegel suggested three alternatives concerning the applicability of ISB Standard
No.1: (1) it never applies to the secondary auditor; (2) it applies to the secondary auditor
only if the primary auditor refers to the secondary auditor; and (3) it always applies to the
secondary auditor.
After deliberation, the Board decided that its intent in adopting ISB No. 1 was to put the
responsibility to comply with the Standard on the primary auditor, and not with any other
audit firm that might be involved. The Board then voted unanimously to instruct the staff
to prepare such an interpretation.
Other Items

Mr. Siegel updated the Board on the status of the Conceptual Framework Project by
noting that the staff met with Professors Jaenicke and Glazer on November 6th, and that a
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draft of the entire report will be forwarded to the Board in mid-December for
consideration at the January 14, 2000 meeting.
Mr. Towers indicated the staff has received 140 informal requests for staff consultations
for the year-to-date through November 15th. The majority of these requests (87) came
from direct calls or the ISB website, most were from small firms (78), and the most
popular topic was financial interests (22). The staff is also currently working on one
formal consultation.
*******
The public session was adjourned at approximately 2:50 PM.
Respectfully submitted,

William J. Cashin, Jr.
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